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Nonbusiness Organizations

The Effects of Joint
Allocation Standards
on Nonprofit Mailing
Strategies
By Denise Nitterhouse and Florence Cowan Sharp
Editor: Yvonne C. Braune, City of Tacoma, Tacoma, WA

The differences between nonprofit
organizations (NPOs) and busi
nesses are reflected by differences
in their financial statements. In the
external financial reports of NPOs, a
focus on the expense categories
replaces the focus on net income of
businessenterprises. While program
expenses accomplish the purpose
of the NPO and are good uses of
funds, fund-raising expenses may
appear to draw funds away from the
cause.
The fund-raising percentage (fundraising expense/total expenses) is
often used as a measure of fundraising efficiency. The Civil Service
Commission has ruled that charities
whose fund-raising costs exceed 25
percent of their receipts may not
solicit contributions from govern
ment employees [Katz, 1974, p. 56].
The attention paid to the fund-raising
cost is illustrated by one fund-raiser’s
comment that allowing “develop
ment” costs to be reported as a
separate expense “would enable
newly-established charities to report
a reasonable ‘fund-raising’ cost,
thus making them more competitive
forthedonordollarwith older, more
established charities” [Galardi, p.
17]. This presumed relationship be
tween reported costs and contribu
tions provides an incentive for NPO
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managers to charge expenses to
othercategories whenever possible,
and auditors of NPOs need to con
sider this incentive in assessing their
audit risk. It is not surprising, there
fore, that industry representatives
(e.g., The National Health Council),
regulatory bodies (e.g., the offices
of the State Attorney General of llli
noisand New York),and theaccount
ing profession (the AICPA and the
FASB) have dealt with cost alloca
tion and disclosure standards for
external reporting that concentrate
on fair presentation of the use of
NPO resources.

w

____ W
hile program
expenses accomplish the
purpose of the NPO and
are good uses of funds,
fund-raising expenses
may appear to draw
funds away from the
cause.
This analysis considers the poten
tial effects of different joint mailing
cost allocation standards on the fi

nancial statements of NPOs and the
mailing strategies NPO managers
might adopt to minimize reported
fund-raising expenses. Numerical
examples illustrate how the alloca
tion rule chosen could encourage
inefficient mailing practices.1

Allocation of Mailing Costs
“Mailing”2 refers to an organiza
tion’s mailings to individuals to pro
vide information or to solicit sup
port. Several types of nonprofit or
ganizations, especially voluntary
health and welfare organizations,
commonly use mailings for fundraising. Mailings are also used to
solicit non-financial support and to
provide information and education
about issues of concern, recent ac
tivities, and accomplishments.
It is often practical and cost-effec
tive to combine fund-raising and
program-related information in the
same mailing, referred to hereafter
as a “combined mailing.” It may
even be difficult to differentiate be
tween the two types of information.
The NPO’s mailing strategy is the
result of the decision to mail fundraising and program materials sepa
rately (split) or together (combined).
If split mailingsare used, the costs
associated with each mailing are
classified entirely as either program
expense or fund-raising expense. If
a combined mailing is used, it seems
appropriatetoallocate mailing costs
between program and fund-raising
expenses. Many costs are clearly
related to only one category, but
others are joint costs that cannot be
clearly labeled as one or the other.
The joint cost allocation situation is
confusing for practicing accoun
tants. Many CPAs and nonprofit ac
countants have interpreted the
AICPA Industry Audit Guide: Volun
tary Health and Welfare Organiza
tions (1974) to require that all mailing
1The examples focus on the fund-raising per
centage based upon expenses while the Civil
Service Commission uses receipts. Since
revenues and expenses are usually budgeted
to be quite close in an NPO, these two mea
sures should be similar.
2The industry term for mailing, as used in this
paper, is “direct mail.” The term is not used in
this paper because of the possible confusion
with direct costs of mailing and because, as
Katz points out, “direct” is really a misnomer.
In this form of fund-raising, he explains, the
organization is actually most removed from
the potential contributor.

costs of a joint-purpose mailing be
charged to fund-raising expenses.
This conservative approach assures
thatfund-raising costsare not under
stated, but it may penalize NPOs
with material joint costs when NPOs
are compared. An industry publica
tion, Standards of Accounting and
Financial Reporting for Voluntary
Health and Welfare Organizations
(1964), also advocates charging
these costs to fund-raising. AICPA
Statement of Position 78-10, “Ac
counting Principles and Reporting
Practices for Certain Nonprofit Or
ganizations,” requires a “primary
purpose” concept, whereby all joint
costs involving fund-raising are
charged to fund-raising expense,
exceptfor incremental costs directly
attributable to program activity.

The NPO's mailing

strategy is the result of
the decision to mail
fund-raising and
program materials
separately (split) or
together (combined).
In October 1984, partly in response
to the different approaches sug
gested above, the FASB released
Proposed Technical Bulletin No. 84e [TB], “Accounting for the Joint
Costs of Direct Mailings Containing
Both a Fund-Raising Appeal and a
Program Message.” This bulletin
proposed conditions under which
up to 50% of joint costs should be
allocated to program costs on a
“reasonable” basis; otherwise, it
recommended that these costs be
classified as fund-raising expenses.
The criteria for allocating joint costs
proposed were: 1) the program com
ponent of the mailing provides a
bona fide program message, and 2)
the mailing goes to a recipient re
cently demonstrating more than a
general interest in the program ac
tivity.
The FASB dropped the project
without adopting the recommenda
tions in the TB. This appeared to be
due, in part, to the extremely con
flicting responses of the interested
parties: nonprofit organizations,

donors, regulators, and accountants.
In response to the FASB’s abandon
ment of the project, the Committee
on Not-for-Profit Organizations of
the AICPA added the topic to its
agenda. That committee recently
proposed an amendment to SOP 7810 (1986), cleared by the Account
ing Standards Executive Committee,
that allows joint costs to be allo
cated between fund-raising and pro
gram expenses if it can be shown
that a bona fide program function
has been conducted in conjunction
with an appeal for funds. While the
amendment proposes that the con
tents, purposeandaudiencebecon
sidered in determining whether a
bona fide program function has been
served, it provides no guidelines for
making the allocations. Instead, it
suggests that cost accounting litera
ture be consulted. It also requires
footnote disclosure of the total
amounts of joint costs allocated and
the amounts allocated to different
functional expenses.
The analysis below looksatchoos
ing different allocation rules and
their potential efficiency costs to
NPOs and the public they serve.
Numerical examples illustrate pos
sible effects of different cost alloca
tion rules and mailing strategies on
mailing costs and the relative mag
nitudes of reported fund-raising and
program expenses. These examples
highlight factors that auditors may
use in assessing audit risk and fac
tors that NPO administrators should
consider in designing efficiency
controls.

Effects of Different Cost
Allocation Alternatives
A jointcostallocation ruleand the
expected donors’ actions could in
fluence an NPO manager’s selection
of a mailing strategy. If potential
donors use the reported relative
amounts of fund-raising and pro
gram expenses to decide whether,
or how much, to contribute to the
NPO, management may respond
with strategies that have a favorable
impact on those functional expense
categories. Regulators have sug
gested that ambiguous cost alloca
tion rules may lead to “all kinds of
different interpretations, abuses, and
unequal application” [Shea, p. 19].
The examples below illustrate
which mailing strategies reduce or

minimize the fund-raising percent
age when joint costs are allocated
to fund-raising in an extreme inter
pretation of earlier GAAP (“nonallo
cation”) and allocated between fundraising and program expenses with
a limit of 50% as recommended in
the FASB proposed TB (“allocation”).

If potential donors use

the reported relative
amounts of fund-raising
and program expenses
to decide whether, or
how much, to contribute
to the NPO, management
may respond with
strategies that have a
favorable impact on
those functional expense
categories.
Combined vs. Split Mailings
The cost components given in
Table 1 will be assumed in the fol
lowing example to compare the ef
fects of combined and split mailing
strategies on reported expenses
when all joint costs are charged to
fund-raising.
An NPO uses an annual letter
soliciting contributions as its
only appeal for funding. The
agency’s only program is an
educational bulletin mailed
once a year to individuals re
cently demonstrating an inter
est in program activities. The
same mailing list of 10,000 is
used for both mailings. Both
the solicitation letter and the
educational bulletin are pre
pared by an outside public re
lations agency and separately
billed to the NPO, as are out
side printers’ production costs.
All personnelattheagencyare
volunteers, so the only costs
are thedirect cost of each doc
ument and mailing costs.3

3This example assumes some flexibility in
expenses. We assume that the strategy
adopted would be reflected in the annual
budget, if there is one.
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TABLE 1
Component Costs
Single vs. Combined Mailing Strategy
Component
Educational bulletin (10,000)
Fund-raising letter (10,000)
Envelopes (10,000 or 20,000)
Postage

Cost per Piece
$0,600
0.400
0.050
0.052

TABLE 2
Reported Expenses
Single vs. Combined Mailing Strategy
Functional
Split
No Allocation
50/50 Allocation
Expense___________ Mailing1___________ Combined2__________ Combined2

Program
$ 7,020
Fund-Raising_______ 5,020
Total

$12,040

58%
$ 6,000
54%
$ 6,510
59%
42_______ 5,020 46_________ 4,510 41
100%

$11,020

100%

$11,020

100%

1 Fund-raising letterand educational bulletin mailed separately. Component costs: letter
($4,000), bulletin ($6,000), envelopes ($1,000), postage ($1,040).
2Fund-raising letter and educational bulletin mailed together. Joint costs of $1,020
(envelopes and postage), direct program costs of $6,000 (bulletin), direct fund-raising
costs of $4,000 (letter).

Table 2 shows the reported fundraising and program expenses for
split mailings, a combined mailing
with all joint costs charged to fundraising, and a combined mailing with
joint costs allocated 50% to fundraising and 50% to program (the
maximum proposed in the TB). A
split mailing will cost $12,040: $6,000
program materials, $4,000 fund-rais
ing materials, and $1,020 mailing
costsforeach mailing ($2,040total).
By using a combined mailing, the
mailing costs are cut in half, and the
total cost is $11,020.
A combined mailing has a lower
total cost, but a nonallocation rule
reports a higher fund-raising per
centage than for a split mailing. All
costs except direct costs of the pro
gram materials are charged to fundraising; therefore, fund-raising ex
pense includes the sum of thedirect
cost of the educational bulletin and
the joint mailing costs. The program
expenses (direct materials only) and
total expenses will be lower with the
22/The Woman CPA, April, 1987

combined mailing. Whenever joint
mailing costs equal or exceed the
cost of mailing the fund-raising
material alone, the combined mail
ing produces a higher fund-raising
percentage. This may encourage the
use of a split mailing to drive the
fund-raising percentage down.
The allocation of costs provides a
possible solution to the dysfunc
tional incentive caused by nonallo
cation. When allocation is allowed, a
joint mailing can reduce both pro
gram and fund-raising costs, butthe
fund-raising percentage may or may
not decrease with a joint mailing.
Table 2 shows the effect of a 50/50
allocation rule (maximum proposed
by the FASB) when a joint mailing is
used in our example. The fund-rais
ing percentage decreases from 42%
for a split mailing to 41% for a com
bined mailing. If, however, direct
program costs were lowerthan direct
fund-raising costs, the fund-raising
percentage would increase using a
50/50 rule out not as much as it

would increase with nonallocation.
Allocation of joint costs in propor
tion to direct costs would never
make the split mailing more attrac
tive. This seems to suggest that
“proportionate share of direct cost”
might be a useful criterion in deter
mining “reasonable” allocation. This
would apparently not violate the allo
cation guidelines of the proposed
amendment to SOP 78-10, though it
could exceed the 50/50 allocation
limit proposed by the FASB. When
two documents of distinctly differ
ent purpose are replaced by one
document containing everything,
however, the absence of identifiable
“direct costs” preventsallocation on
this basis.
Although the nature and direction
of the effects on reported expenses
isclear, the magnitude of theeffects
depends on the structure of mailing
costsand their magnitude relative to
other expenses of the NPO. The
larger the cost of mailings is in rela
tion to other fund-raising and pro
gram costs, the more powerful is its
effect on the fund-raising percent
age. For example, advocacy groups
devoting a significant portion of their
program efforts to informational
mailingscombined with requestsfor
support would be particularly sensi
tive to cost allocation rules.

w

Wen allocation is
h
allowed, a joint mailing
can reduce both
program and fundraising costs, but the
fund-raising percentage
may or may not decrease
with a joint mailing.
Single vs. Padded Mailings
A cost allocation rule could also
lead to some types of dysfunctional
activity. Joint cost allocation may
provide some incentive to add pro
gram material to a fund-raising mail
ing, even if a separate program mail
ing would not otherwise be made (a
“padded mailing”). Adding an edu
cational brochure to a fund-raising
letter may cause donors to give more,
but even if it does not, the brochure
could be used to justify allocating

some joint mailing costs to the pro
gram category. This strategy causes
total costs to be higher by the amount
of the program materials but can
lower the fund-raising percentage.
Table 3 provides the component
costs for an example illustrating a
“padded mailing’’ in an organization
that has program expenses of
$20,000 and fund-raising expenses
of $2,500 in addition to the mailing
costs. The organization contracts
for a solicitation letter costing $.40
each to be mailed to 10,000 prospec
tive donors and considers including
an educational bulletin costing $.20
each.

Joint costs allocation
may provide some
incentive to add program
material to a fund-raising
mailing, even if a
separate program
mailing would not
otherwise be made (a
“padded mailing”).
As shown in Table 4, sending the
fund-raising material alone would
cost $5,020, all of which would be
charged to fund-raising expenses.
This would lead to total fund-raising
expenses of $7,520, 27% of total
expenses for the year. For an addi
tional $2,000, the organization can
include an educational brochure
without increasing other mailing
costs. This brochure allows the
$1,020 “joint” costs of envelopes
and postage to be allocated between
programs and fund-raising. Using a
50/50 allocation, total expenses are
$29,520, and fund-raising expenses
are lower both in dollars and as a
percentage (24%) of total expenses.
The AICPA’s recommendation that
the audience and the purpose of a
mailing, as well as the contents, be
considered in determining whether
a bona fide program activity has
been carried out may be an attempt
to prevent the use of padded mail
ings merely as a cost manipulation
strategy. A decision not to allow
allocation, however, would seem dif
ficult to justify in the face of a bro

TABLE 3
Component Costs
Single vs. Padded Mailing Strategy
Cost per Piece
$0,200
0.400
0.050
0.052

Component

Educational bulletin (10,000)
Fund-raising letter (10,000)
Envelopes (10,000)
Postage

TABLE 4
Reported Expenses
Single vs. Padded Mailing Strategy
Functional
Single1
No Allocation
50/50 Allocation
Expense____________Mailing____________ Combined2__________ Combined2

Program
$20,000 73%
$22,000
Fund-Raising________7,520 27__________ 7,520
Total

$27,520 100%

75%
$22,510
25________ 7,010

$29,520 100%

$29,520

76%
24
100%

1Fund-raising letter alone — no program materials mailed. Cost of mailing: letter
($4,000), envelopes ($500), postage ($520). Other operating costs of $20,000 program
and $2,500 fund-raising.
2Fund-raising letter and educational bulletin together. Joint costs of $1,020 (envelopes
and postage), direct program costs of $2,000 (bulletin), direct fund-raising costs of
$4,000 (letter). Other operating costs of $20,000 program and $2,500 fund-raising.

chure devoted to program purposes.
The padded mailing strategy con
sumes more resources than the fundraising mailing alone but does have
the potential to serve some program
purpose for the additional cost.

Conclusions
The effects of different joint cost
allocation standards on the mailing
strategies of NPO managers sug
gest that a requirement for alloca
tion of all costs to fund-raising ex
penses will provide some incentive
for using inefficient split mailings.
Allowing allocation of some joint
costs to program expenses may help
alleviate the split mailing incentive,
but it may also encourage padding
fund-raising mailings with program
materials.
Auditors, regulators, and NPO ad
ministrators should be aware of the
incentives and potential costs cre
ated by the cost allocation stan
dards for NPOs. These incentives
should be considered in determining
the audit risk faced by the inde

pendent auditors. Regulators and
contributors might also consider
these incentives in choosing the cri
teria by which they judge the quality
of NPOs. Some regulators, such as
the offices of the State Attorney
General of Illinois and New York,
have taken the position that addi
tional disclosures in state filings are
useful in interpreting NPOs’financial
statements. These regulators require
specific disclosures by NPOs regis
tered in their states regarding the
cost of fund-raising activities, pay
ments to professional fund-raisers,
and the allocations of joint costs that
have taken place. The AICPA seems
to have followed this line of reason
ing by suggesting footnote disclo
sure on joint cost allocations. This
approach allows a more conserva
tive reconstruction of the operating
statement for those who prefer no
allocation of joint costs to program
activities, but it does not provide
information for assessing the rea
sonableness of allocations used in
preparing the statements. Ω
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Personnel Selection
From page 11

may result in noncompliance with
SQCS 1 and possible litigation losses
for failing to follow generally accepted
auditing standards. Questions 13 and
14 relate to the effectiveness of the
hiring processand the degree to which
this effectiveness is monitored. Based
on your responses, do your hiring pol
icies need to be revised? Ω
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Editor’s Notes

From page 2

Machoff says being super people is
nonsense and very stressful. Furth
ermore, she believes that “. . . what
we really need to do is make
smoother transitions between dif
ferent parts of our life and that’s
about as good as it is going to get.”
Thus, in the morning, there must
be a transition from home to work
with a conscious effort to leave the
house behind. Conversely, in the
24/The

Woman CPA, April, 1987

Florence Sharp has a Ph.D. from the
University of Illinois, an MAS degree
from Florida State University, and a
BA from Duke University. She is cur
rently on the faculty at the Univer
sity of Illinois at Urbana-Champaign
where she teaches auditing and gov
ernmental and nonprofit accounting.
She spent several years in public
accounting practice with Coopers &
Lybrand and Seidman & Seidman,
where she had several government
and nonprofit clients.

Pro
fessor of Accountancy at East Tennes
see State University. He received his
D.B.A. from the University of Kentucky,
and has previously taught at Eastern
Kentucky University. Dr. Bayes has
made numerous presentations to pro
fessional organizations as well as au
thoring articles in professional journals.

evening, there must be a transition
from work to home with a conscious
effort to leave the office behind. It’s
not being able to leave either one
behind that creates stress.
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